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This book explores the changing role of the state in three respects—causes of the
changes, changing ingruments of state intervention in the economy, and consequences of these
changes for both markets and palitics. 1n an era of economic globalization a key capacity of the
date is the ability to restructure globa markets to facilitate economic growth. This paper
examines the trandformation of two key infrastructures of the modern world economy, globd
telecommunications and aviation, where the hand of governments has gripped the markets
firmly. These two industries’ dynamics reflect the effort to restructure the global services
economy that now accounts for the mgjority of the world's economic output. By examining two
sarvice industries we gain ingght into how state capacity shapes the reform of globd markets
(after dlowing for the differences among the markets themsalves).*

Our argument is complicated in its details because the indudtries and their regulations are
byzantine. But our bottom line is smple. Although both industries went through restructuring in a
period favorable to increased competition, they shed their traditions of nationad monopoly and
globa cartdsin two very different ways. We observe two fundamentd differencesin outcomes
in the two markets. Firdt, the telecoms market was imperfectly but more thoroughly opened to
competition globaly than was aviation. Second, governments embedded the telecom industry
squarely inthe WTO' smulltilaterd trade regime, while aviaion remained carved out as alargely
separate domain defined by rigid bilatera reciprocity pacts. The form of market restructuring—
the degree of globa competition and the degree of embedding in multilaterd trade ingtitutions—
is our dependent variable?

The way that governments change marketsis through atering marketplace property
rights for participants. (Property rights refer to the ways in which governments assign the rights
and respongibilities for controlling and using productive assets with a given market, including
who may own property and what ancilliary rights are associated with property rights.) Key
property rights in these cases included the right to enter the market (including the right to own
and control subsidiariesin aforeign market), freedom of pricing and the right to interconnect
with other domestic networks.

Our explanation focuses on how the mgor market powers reacted to technological
change. We use acombination of market and ingtitutiona factors to explain the outcomes while

L Unlike many analyses of state capacity our emphasisis not on the ability of states to manage national
economic adjustment or create competitive advantages, we focus on the impact of instituational capacity at
the national and global levels on the restructuring of international markets

2 Only recently have changesin the locus of control over aviation markets within the EU opened the
potential for more dramatic re-structuring of the market. Thisis particularly truein EU, where the rise of low-
cost carriers serving second-tier (or outlying) airports have re-shaped the market absent fundamental
changesin the regulatory regime. Although important, these changes have not fundamentally altered the
structure of international markets, and most observers expect real change to evolve slowly and be largely
shaped by the interests of incumbents airlines on individual bilateral routes.



we focus on the US and the EU because they drove multilatera negotiations in the period
through 1998.3

Firgt, particular aspects of market structure were politicaly salient. These features broke
down into those common to both industries and those that differed. Both aviation and
telecommunications are network industries with striking economic amilarities. The most
politicaly important was that they were both especidly prone to problems of commitment and
information. These vulnerahilities revolve around the cost of, for example, a country opening its
market for competition but then failing to have rules cgpable of dlowing a new entrant to
interconnect with the loca network of the dominant incumbent carrier. (Section 2.0 examines
theseissuesin detall.) There were dso there were at least four politicaly relevant differences
between the two markets—the salience of globa network entry rights, the sdlience of reform to
key consumersinvolved in the trade process, the risks to the key incumbents under the status
quo, and the ability of new entrantsto rapidly expand supply in foreign markets and therefore
pose significant risks to incumbents. *

Second, and of primeinterest to this volume's enterprise, the ingtitutional competence of
nationa governments and internationa indtitutions mattered for changing the markets. Nationd
(or EV) indtitutiona competence structured globa change in two important ways. The U.S. and
EU market authorities differed in their competence to negotiate new market entry to foreign
firms. And they differed in ther ability to make commitments on implementing their market entry
agreements reliably.

Believable commitments are especidly hard to craft because changes in marketplace
rules are inherently politica. Thisis because property rights have both efficiency and
distributional implications® The redesign of property rights may push out the Pareto frontier for
globd wefare by improving market efficiency (dthough seddom optimaly). But a reorganizetion
of rights aso didributes gains differentidly within countries and across countries. Inan
internationa context, nationa paliticians use internaiond ingditutions to assign property rightsin
globa markets, thereby increasing both the efficiency of these markets and the amount of wedlth
available for domestic redistribution.® In this context the capacity of gobd indtitutions also

#1998 constituted a political breakpoint. By the end of 1998 the last of the WTO negotiations on servicesin
the Uruguay Round had been completed (the telecom agreement in 1997) and implemented. It also marked
the end of the Clinton administration, and the last complete policy period before the shift of U.S. foreign
policy priorities following the September 11™ attacks.

* In telecom, the need to build out networks (in particular local networks that served major MNC customers)
meant new entry would likely take time to alter local market competition and therefore incumbent
positioning. In aviaton, in contrast, access to airport landing slots and gate capacity was all that was
required for new entrants to dramatically alter competitive dynamics. Incumbent airlines thus faced more
significant near-term adjustment challenges to new competition rules than did their telecom counterparts.

® While the literature in international relations (e.g., Keohane, 1984) has highlighted the efficiency gains
associated with property rights in markets, the economics literature (e.g., Stigler and Peltzman)has
highlighted the distributional aspects of property rights.

® Anincreasein domestic re-distribution can thus be achieved from two sources: (1) international efficiency
gainsand (2) inter-state distributional gains (from one state to another). Even in the first, however,
distributional concernsloom large as states must allocate gains across and within states—hence some state
may capture a disproportionate share of the total efficiency gains, and the distribution of gains across
actorswithin astateisalso at play. Richards 1999, Oatley 1998.



mattered for restructuring because each had decison and congtitutiona rules that influenced the
shape of potentid internationa agreements on reform.

Our argument unfolds asfollows. We briefly set the scene by looking &t the
transformation of the globa services market. We then look at the literature on inditutions and
contracting to overview the common challenges of liberdizing tdecommunications and aviation
on agloba basis. Then we provide cases histories of the two industries. We conclude by
examining the explanatory factors for ther divergent paths.

1.0 Transforming the Globa Services Economy

Aviation and telecommunications are key examples of the efforts to restructure nationa
and globd service industry markets since the late 1970s. Understanding the logic of service
marketsis crucia for understianding state economic policies because services now account for
~70% of economic activity in the developed world and as much as 50% in the developing
economies.” The sheer size of service markets, coupled with their importance as both producers
and leading edge users of advanced technology, make them into an important influence on
nationa economic performance.

Service markets were traditionaly linked closdly to the state. Governments often
provided them directly (e.g., post, telephones, transport, medica) or they owned the main
commercid provider (banking). If there was a private market, governments stringently
controlled items like market entry, pricing, or qudity of service. Pricing schemes often entailed
various digributiona gods—Iike having urban consumers cross-subsidize rurd aress. Quality
of service approvals had consumer protection as one reason, but the effort could often be more
correctly attributed to efforts to shape market competitive outcomes for government purposes.

Nationa regulaions largely designed to achieve domestic political objectives were
buttressed internationally by similarly redtrictive arrangements governing entry, competitive
behavior, and most aspects of market dynamics. These global rules, unsurprisngly, were
traditionally very redtrictive on market entry, pricing, and competitive strategy. In many cases
they largely were cartdl arrangements with government approvals.

The introduction of more services competition a the domestic level raised the question
of how to extend thismode globdly. And, in turn, reorganizing globa service markets—
whether financid (ranging from banking through insurance and stock trading), communications,
aviation, shipping or architecture and congtruction (to name afew) required a close examination
of globa market rulesfor the indudtries. The largest systemetic response and examination of the
potentid for the global reorganization of service marketsin the 1980s and 1990s was the WTO
(origindly GATT) exercise to create authority over, and rulesfor, trade in services. The
creation of a General Agreement on Trade in Services (GATY) in the Uruguay Round was
consdered one of itslargest accomplishments. It required, literaly, a complete rethinking of
what countries meant by internationd trade and itsrules. In the service indudtries the
importance of traditiona trade barriers (e.g., at the border tariffs and quotas) is much less
because the nature of the products (services, not goods), the methods of government

’ Servicesinclude: aviation, telecommunication, banking,, insurance, health care, transportation, accounting,
etc.
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intervention in the market, and the nature of the market entry problems are different than in the
markets for goods.

In goods, the keys were to reduce barriers at the border (tariffs and quotas) for
imported goods and then to make sure that there was no discrimination against these goods as
they moved to the ultimate consumer in the country (thus, the WTO's nationd trestment rule
says that foreign goods cannot be treated differently from domestic ones once they enter the
market). In sarvices (Drake and Nicolaides, Stern and Deardorff) governments did along fact-
finding exercise across service markets to find the common market entry and competition issues.
They concluded that the delivery of servicesin another market sometimestook placein a
manner akin to atraditiona export of goods (an architect in New Y ork consults over the phone
and internet with an engineering firm in Paris). But, more typicaly, sgnificant market entry
requires the presence of local operationsin the foreign market to a least help to ddiver themain
service product, but more frequently to produce the service as part of a globd service network.
(A Bank of America ATM in London requires both aloca operation and is part of agloba
banking network.) Thisimpliesthat aright to direct foreign investment is critica for entry into
foreign services marketsin most cases. In addition, the tradition of strong government control
over sarvices in most markets meant that there were extensive licensing systems to authorize
provision of services and govern the conduct of service providers, including the freedom to
price and to roll out new service products as the market changed. Any firm attempting to
operate outside of their home market knew that the ability to win alicense and be treated in a
non-discriminatory manner was, like love in the lyrics of Porgy and Bess, “a sometimes thing.”
And, just as crucidly, loca regulatory systems were often designed to redtrict the right to
compete againgt the dominant incumberts (often government owned) even after market entry
was granted.

The stocktaking of service issues led the Uruguay Round negotiators to undertake the
creation of an entire new framework for making commitments on liberdizing trade (and
investment) in services. There were three partsto the GATS undertaking. Firgt, the negotiators
invented a new format for scheduling market access commitments on services. Instead of
tariffs, countries could commit on items ranging from entry through creation of a“commercid
presence’ (that included presence through foreign investment up to 100 percent ownership) to,
for example, entry through the movement of peoples (e.g., acommitment to dlow foreign
professonasto servetheloca legal market). Second, it spelled out some GATS principles for
competition in services that purported to re-specify existing GATT obligations, such as nationd
trestment, in the context of services. Third, countries could make commitments on individua
service markets (or take exceptions to making any commitments). In regard to the third item,
commitments were weeker than GATS proponents wished for most service markets. But, as
we shal see, the progress on telecoms was much greeter.

The shift to services has dso increased the importance of property rights for how
internationa markets are organized. Property rights governing foreign investment, nationd
treatment, and competition rights (e.g., who gets to participate under what rulesin agiven
market) now are the key levers for state intervention in the services economy and fegture
prominently in the current Doha Round of WTO talks. And, asin dl dements of trade and



economic policy, governments seek to use property rights to stimulate growth, create
competitive advantages, and redistribute economic rents among politica stekeholders®

In both the telecom and aviation markets, technological innovation in the 1970s created
opportunities for dramatic economic efficiency gains by promoting competition, including more
competition across internationa borders. The two market leaders globdly, the U.S. and the EU,
viewed the liberdization of service markets asimportant for both narrow interest and structura
reform reasons. Liberdization would help specific suppliers of services and equipment that
were consdered important parts of their economies. Even today, for example, Boeing is one of
the largest U.S. manufacturing exporters and has long been consdered a nationd technological
aset. The growth of “no frills’ airlines in Europe hes fuelled demand for its 737 jets. And,
more broadly, they would lower the costs and increase the productivity and innovation potentia
of “knowledge economies.” But the question was how to reorganize the market—how much
competition under what organizing principles over what time frame with what ultimate end- state
god?

The next section begins our explanation of the end-tates by focusing on the palitics of
reforming property rights and the key contracting chalenges facing would- be reformersin globd
telecom and aviation markets. We tie these issues to the ingtitutional competence of the key
market powers.

2.0 Markets, I ngtitutions, Property Rights, and the Literature on Contracting

Thereisa®demand” and “supply” Sde to the granting of property rights, such asthe
right to entry licensesin foreign markets (including rights to foreign direct investment in the
market) and freedom of pricing. On the demand side, congtituents “bid” for property rights
favorable to ther interests, and some are more motivated or have more resources to bid for the
rights (e.g., more workers who vote). On the supply side, politicians distribute or modify
property rights to ensure their dectora success. Thus, politicians become entrepreneurs for
market reform on some occas ons because changing property rights can advance their political
prospects.

Asa practicad matter in these two markets, the key players on the demand side were
especidly the incumbent carriers, the large business users and household users, and the
suppliers of equipment to carriers and users. Aswe shdl see, incumbent carriers in the two
indudtries differed in their estimation of the value of the status quo in international markets
because the importance of pricing arbitrage and traffic re-routing was greater in the telecom
market, and because mgor aviation carriers believed they could effectively stem the emergence
of competition.® Within each global market, carriers also differed in their esimation of the value

® The manipulation of property rightsis one of the oldest and most powerful tools for state
intervention into the economy.  While reformsin property rights in recent years predominantly
attempted to creaste more competitive markets, tinkering with property rights are as much an
indrument of strategic economic policy as more traditiona forms of intervention, such as
government subsidies. (Indeed, assgning property rights to private owners as an incentive for

building networks is a classic scheme for building networks,)

® This reflects the differential ability in the two markets for competition to emerge "outside the rules" of the
old system. In telecom most magjor carriers believed that cheating (re-routing, etc.) would substantially alter
competitive dynamics in the market and therefore discounted the future rents from the traditional system. In
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of rapid expanson globaly. In generd, the U.S. carriers put a higher premium on broad global
expangdon, & least in part due to the earlier move to US domestic competition and the
emergence of new forms of competition (i.e., hub-and-spoke networks in aviation services).
The larger users d <o differed between the two globa indudtries. In generd, large users were
more forceful advocates of market restructuring in telecoms, at least in part due to the larger
costs associated with global telecommunications for large multinational corporations.™
Household users a so mattered but were not active proponents for change. And, finaly, the
equipment supplier indudtries varied across the indudtries, due in large part to the specia
character of the U.S. tdlecoms industry and the nascent position of Airbusin commercia
arcraft. The U.S. dectronicsindustry had long been less concentrated than its European and
Japanese counter-parts. This produced a Sgnificant supplier base in the US that favored
market innovations in services and their efforts produced competition policies that implicitly
favored the computer industry over the telephone carriers on data services. In aviation, Airbus
lacked a credible dternative offering to Boeing long-haul aircraft, so Boeing favored opening
internationd long haul markets

We normadly think of paliticians acting on the supply side by responding to specific
industry or consumer demands through the modification of property rights. (For example,
telecoms was politicaly attractive because al households consumed telecom services and thus
stood to benefit from reform.) But political leadership dso may frame narrow issuesin bigger
political and economic terms, as was the case of Margaret Thatcher making regulatory reform
into aleading application for popularizing her politica crusade for economic change. Inthe
1990s, telecoms achieved much higher palitica status because of its political gpped asan
insrument and symbol of economic revitdization. Telecoms emerged asacentrd utility for high
tech more broadly and for the re-tructuring of entire industries. Most observers redized that
cregting aregulatory framework to drive investment and adoption of robust telecom network
infrastructure was centra to competition and efficiency in awide set of services industries, such
asfinancid sarvices firms. Thisraised the profile of telecom in the broader policy-meking
landscape because the efficiency gains from any market re-structuring would boost a broad
range of the economy. Aviation, on the other hand, had limited impact on the competitiveness
and organization of other indugtries (with the exception of air cargo, which we do not addressin
this paper).

The supply side for policy aso includes the use of financid mechaniams, such as
subgdies or government ownership, to influence the form and value of property rightsin the
marketplace. In these two markets governments concluded that continued aid to aviation was
more viable than in telecoms industry because it was far chegper.

Matching supply and demand isimperfect because the creation and change of property
rightsis not completdly malegble. The inditutions that assgn property rights have an impact on
outcomes because they vary in their indtitutiona jurisdiction and powers, and they use decision

aviation, in contrast, most carriers believed they could stem entry (by controlling the limited set of important
airport slots at key markets) and that cheating would be limited. Thisis especially true in international
aviation. However, the emergence of the Southwest model (low cost travel between "second-tier" airports)
in the both the US domestic market and intra-EU market has substantially altered the competitive landscape.
19 Telecommunications costs for large MNCs were as high as ~5-6% of overall costsfor some heavy users.
See Cowhey 1993.



rules and procedures that can change the equilibrium outcome in unexpected ways. That is,
exigting regulations and rules cregte their own dynamics and shape change because they include
rules guiding rule change as wel other dimensions of property rights (e.g., the definition of a
market, definition of competitorsin a given market, vating rights within ingtitutions). These are
attributes of the organization of the state (or, on trade policy in Europe, the policy process of the
European Union) and globa indtitutions, such asthe WTO.

Pre-exiging internationa inditutions in telecommunications and aviation subgantialy
influenced the flexibility of solutions sets available to governments. The traditiond indtitutions for
these markets—the Internationd Telecommunications Union (ITU) in telecom and the bilaterd
ar treaety agreements and Internationa Air Transport Association (IATA) in aviation—had
arrangements at tenson with WTO liberdization and the rearrangement of property rights. In
aviation, expanding beyond bilateral agreements was necessary to fundamentaly re-structure the
market, but mgjor beneficiaries of the bilaterals were enfranchised in the politica framework of
the agreements themselves. Shifting to amultilatera rule syslem would endanger the benefits
won by certain carriers under the bilatera tregties. 1n telecom, for example, any internationd
ded had to begin with the basic framework of rights outlined by the ITU. These proved to be a
odds with the redities of marketsin any politically feasble verson of aWTO liberdization of the
market. At the sametime, many of the inditutiona features of the WTO complicated the
possibility of changing the markets property rights.

In short, internationd inditutions generaly limit flexibility. However, given the need for
extensve date involvement for meaningful reform—particular in networked service industries
like telecom and aviation services—internationd indtitutions are usudly required for the
concluson and successful implementation of any dedl.

2.1 Property Rights, Ingtitutions and Problems of Commitment and Informetion

The restructuring of aviation and telecom markets globally required extensive changesin
property fights. For example, an airline only had property rightsto aforeign routein
conjunction with a bilatera treaty right to that route by its parent government. If a German
arline bought a Dutch airline, the Dutch airline might lose its operating rights to a country where
the Netherlands, but not Germany, had bilaterd air agreements. Smilarly, anorma private
market has ownership rightsincluding the right to price fredy (subject to congtraints such as
antitrust rules) in response to market conditions. Classicaly, these two markets had property
rights with limited pricing freedom.

A sgnificant overhaul of property rights was, on the face of it, amgor chdlenge. But it
was even more daunting because reformulated property rights were essentia to resolving
perennid issues of contracting in internationd markets. And, asthe discussion in this section will
show, establishing strong new property rights dmost invariably led to questions of the
ingtitutional competence of the U.S. and EU market authorities.™

The mgor contracting chalenges facing actorsin both the domestic and internationa
contexts revolve around transaction costs involving informationa and commitment problems.

" Thereisalarge literature on the role international institutions in monitoring actor behavior and
sanctioning cheaters and thereby facilitating international economic exchange. For the classic statement, see
Keohane 1984.

7



Informationa problems are important because, as Williamson notes, al contracts must contain
safeguards designed to ensure mutual compliance with contractua obligations, including
sanctions for failure to perform and specidized dispute resolution mechanisms. But sanctions for
failure to perform require that behavior is observable™ A primary function of ingtitutionsisto
increase information about the behavior of marketplace participants, reduce the codts of this
information for other actors, increase the likelihood of contract enforcement and thereby render
marketplace exchange possble. 2

The networked structure of telecommunications and aviation services render generic
commitment and informationd problems particularly problemétic. The economics of networks
mean that network is more vauable to its usersif it increases the range of usersit covers.
Network economics mean that firms must access a broad range of geographic marketsin order
to effectively compete. Gaining or maintaining preferentid accessto key markets may provide
subgtantial economic and competitive advantages. Incumbents may have sgnificant incentives to
deny market access to potentia competitors, while potentia entrants have equdly large
incentives to secure market access on a non-discriminatory basis. Thisis particularly truein
telecommunications and aviation services, where the traditiona arrangements created incumbent
monopolists with strong local positions.™

The politicization of these markets raised additiond informational and commitment
issues. Governments historically restricted access to their domestic service markets and crested
state-owned enterprises to serve domestic markets. State-owned, or recently privatized,
carriers are thus incumbents in most mgjor markets (the U.S. is the exception, athough even
there the market was dominated by entrenched privately owned incumbents). The large |abor
force accounted for by these incumbents-- coupled with the legacy of government ownership
and various cross-subsidies mandated by governments and implemented by former
monopolists--meant that governments had large politica incentives to intervene to the advantage
of domestic incumbents as more extensive competition was introduced in the 1980s and 1990s.
Thus, not only did any new arrangement have to satisfy these incumbents and their political
representatives, but any set of new globa liberdization arrangements had to address the
potentia for domestic political pressure for subsequent government intervention to the
advantage of incumbents. Any dedl thus had to have credible commitments and enforcements
mechanisms to resolve the inevitable efforts to revisit the arrangements—a particularly chalenging
Stuation in an internationa context, when the credibility of market access commitments
depended on persuading other countries that a government could manage this inevitable political

chdlenge.

2| nstitutional solutions to incentive incompatibilities thus require that behavior is observable and verifiable
(and hence contracts are enforceable), both of which can be undermined if information is lacking.
Williamson 1985, p. 34.

3 Theinability of governments to make credible commitments thus renders economic exchange problematic,
and ultimately leads to inefficient marketplace development (or alternative contractual arrangements, with
government ownership of domestic utilities the most common solution). Levy and Spiller, 1996.

4 Economists devote enormous effort to modeling the precise mix of incentives that will lead incumbents to
follow the temptation to deny access to their networks (e.g., Noam, Tirole et a). Thisisthe correct
efficiency question for competition policy. Asapolitical matter, companies routinely assume that the
potential for discriminatory conduct exists and, accordingly, treat this as a contracting risk requiring caution
ontheir part.
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Government negotiators, of course, do not typicaly spend endless hours debating
commitment problemsin the abstract. In practica terms, they responded to commitment issues
primarily by going to great lengths to specify the new property rights that were specific and
essentid to market entry in foreign markets. During the 1980s and 1990s, the key period for
our case, market participants in the two industries defined market accessin grikingly smilar
terms—initial market entry rights through flexible vehicles for entry, ranging from joint ventures
with local partners through purchase of loca incumbents or classic foreign investment to create
your own networks in the market. Equally sgnificant was the emphasis on extended market
entry rights (EMERS) through access to “essentid facilities” and to “ complementary markets.”

Inregardsto initid market entry there were two issues about the competence of key
market centers that influenced globa negotiations. On the one hand, converting globa market
governance into multilateral trade arrangements meant that the competence of trade officias
over these service markets had to be established. Thiswas no small feet, and it fundamentally
adtered the pathways of reform. On the other hand, in the services industry the acceptance of
entry through foreign investment and control of nationa service companies was essentid to
market opening. In most countries there were prohibitions on foreign control of
telecommunications and aviaion carriers. The credibility of promisesto change these rules
influenced the market reform caculations of every player in the private and public arena. (The
timing of the establishment of this competence dso mattered.) Importantly, the liberdization of
foreign direct investment was brand new ground for the WTO.

The emphasis on EMERS deserves specid comment. Virtudly al mgor players wanted
rights to access to “essentid network facilities’ in the national market for new entrants. Ina
networked industry there are afew existing capabilities that are indispensable for providing a
sarvice that no new entrant can replicate in atimely and cost effective manner. The
incumbent(s) contralling these capatiilities can foreclose entry into the market smply by denying
access to these facilities. (In the language of competition policy, these incumbents have “market
power” by virtue of controlling essentid facilities) Government must cregte property rightsto
access to these facilities for new entrants that are cost effective and timely. Although lawyers
and indugtria organization economists have created a Sgnificant globa service market in jousting
over the definition of essentid facilitiesin a specific context, most agreed on key examples of the
most important, and hardest to provide, essentid facilities,

In telecommuni cations markets the key essentid facility for the traditiona wired network
wasthe “last mile network.” This was the connection from the main telecom network to the
location of individua customers. The cog, logigtica difficulty, and building permit problems
involved in duplicating the transmisson network to millions of individud customers made this
facility hard to replicate except when serving large office clusters of the biggest corporate
cusomers. In aviation the most problematic essentid facilities had to do with ground service
capabilities that were indispensable to operation in another country.™  Mogt attention focused
on access to take-off and landing dots and city-center airports, in large part because loca

> Obviously, new entrants in aviation needed access to such safety resources as navigation and

approach landing systems. But these facilities were collective goods that were not traditionally supplied by
any one carrier, even the national airline. So, they were not contentious. A similar point applied to telecom
issues like access to the national numbering plan for area codes. In addition, tradition global institutions
(e.g., the ITU) remained relevant to global harmonization in these areas.



incumbents owned and controlled most of the gates at nationd arports, particularly at key times
for take-off and landing for busnesstravelers. A near second, surprisingly, was ground
handling services, such as baggage handling (and sometimes catering), because many countries
let the incumbent nationa airline control these cagpabilities across dl carriers. Control and access
to these facilities inevitably produced complaints of inadequate and unequa treatment from
foreign carriers using services from nationa (generdly sate-owned) carriers. Because these
sarvices required scarce facilities a airports and were often controlled by the local airport
authority in conjunction with the central state government, they could not be duplicated by rivals
eedly nor seamlesdy

Any network is inherently more efficient, and often only viable, if it can exchange traffic
with other networks fredly and competitively. Growing and supplying dl of your own customers
requires a network to be totaly verticaly integrated in supplying service markets. Few
companies are. Thus, market access requires property rights to interconnect with
“complementary markets.” Unlike essentid facilities, which are easily associated with afew
sgnificant functiond tasks, access to complementary marketsis a classc problem in competition
policy. The problem is defined in a very specific market context. Luckily, apair of examples
can eadly illugtrate the chdlenge. In tdlecoms, building alarge fiber backbone network for data
transmisson isonly feasble if the network can compete for traffic from many other networks
that may originate traffic but not want to transport it over long distances. Level Three, agloba
backbone network, transports the internet traffic created by thousands of local Internet Service
Providers around the world. In telecommunications this is known, depending on the context, as
the “basic trangport” or “resde’ market. In aviation, the particularly striking example is the right
of aforeign carrier operating on an internationd route to pick up traffic in aforeign country that
originated on adomestic carrier. For example, does regulation prevent American Airlines from
fredy sdling tickets for service from Munich to New York if the customer began servicein
Berlin on Lufthansa?

In addition to EMERSs, a second st of problems stem from information and
enforcement chdlenges. Informationa problems are, in principle, clear. Whether it istelecom
or aviation, aforeign competitor wants trangparent information about current regulations and
enforcement of the rules, and they want transparency in any processes for changing them. This
aso requires timely disclosure about market practices of incumbents with sgnificant market
power so that other competitors can monitor the performance of the regulator and the
incumbent. This aso shows the importance of indtitutiona competence. For example, akey
requirement for trangparency is the separation of the regulator from the operator providing a
sarvice, To understand why consider the case of aviation. Thiswas amgor issue under IATA
regulations on internationa fares, when the airlines themselves (vialATA) were charged with
investigating and punishing cheaters on agreed-upon fares. Not surprisngly, cheating was
rampant (largely via"bucket shops' that sold vacation tickets directly to consumers) but was
rarely discovered or punished. In telecom, likewise, many countries used to have the
government monopoly operator also set ruesfor its conduct with the unsurprising result that
conduct was usudly not found to be anti-competitive.

Enforcement of market rights has two dimensions, both tied to ingtitutional capacity.
One is much like information—does the regulator act in atimely, nondiscriminatory, and
transparent manner to enforce its own rules? More subtly, governments judge the ability of
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each mgor player to manage the inevitable palitics of trangtion from one market regime to
another. Can they, for example, manage Side payments among market participants without
impinging on new internationa commitments? Thisisamatter of inditutiona competence of the
government authorities. It proved to be amgor challenge for the U.S. in telecoms at the WTO.
The second dimension in ingditutional competence goes beyond nationd authoritiesto even locd
authorities in the case of services because services are subject to mixed levels of jurisdiction.
There are issues of legd authority and of politica will. Inthe U.S,, for example, theregulaion
of telecommunications markets is shared between nationd and State authorities. Thereareaso
issues of politica will when dedling with contentious issues at the very locd level. Aswe shdll
see, commitments to expand airport facilities tested even the bravest palitician in most countries.
This seeming neighborhood matter had huge implications for the competence of governmentsto
make commitments for changing aviation markets, as the next section explains.

3.0 Reformingthe Aviation and Telecoms Markets

The following sections review the restructuring of the two globd service indudtries. As
we shdl show, they began with Smilar sarting podtions—nationa monopolies and bilatera
cartel agreements operating under agloba framework—but they evolved in very different ways.
It isimportant to remember that bilatera liberdization was the default option in both markets. In
contrast to telecom, aviation markets ended up only nomindly within the WTO framework and
were liberaized piecemed through bilaterd reciprocity dedsinvolving market access. Thiswas
aso the dominant mode of liberdizing telecom service markets until 1997 but then telecoms
diverged sharply.

We now turn to the details of the cases.

3.1 International aviation services markets

Advancesin arcraft technology during World War |1 opened the economic bases for
the emergence of internationa aviation markets. But the growth and development of these
markets was problematic given strong state concerns regarding airspace sovereignty and the
digtributiond implications of different sets of marketplace rules. Explicit state agreement on
marketplace rules was thus required for market development. U.S. efforts to create open
internationa aviation markets began in 1943 and cumulated in the Chicago Convention in
November 1944, where the representatives of more than 50 states gathered to discussthe
Sructure of postwar aviation markets. Although the Chicago Convention falled to yield a
satisfactory outcome to mgor stakeholders, in the aftermath of the Conference a complex web
of bilatera and multilatera arrangements were struck that defined the rules for state and firm
participation in internationa aviation services markets.

The centrd "inditution” of postwar aviation markets were the bilaterd agreements
modeled on the 1946 U.S.-U.K. Bermuda bilatera .’ The bilaterals dictated the regulaions
governing entry, capacity, and some aspects of ancillary services. Negotiated on the principle of
drict reciprocity (i.e. each sate granted permission to foreign airlines to fly routes of agiven

' The U.S.-U K. bilateral formed the“model” bilateral upon which all other bilateral, state-to-state
agreements were built. However, it isimportant to note that there were important differences between
individual bilateral agreements.
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economic vaue in exchange for permisson to fly routes of equa economic vaue), bilaterals set
drict limits on entry and capacity and included very detailed rules on the nature of services,
including the sze of planesto be flown, the total number of passengers dlowed, and even the
times of arriva. Many bilaterds pre-determined the capacity of each carrier in the marketplace
(pre-determination bilaterds), and in practice even bilaterals with less regimented capacity
clauses dtrictly limited the ability of any one carrier to offer much more capacity than the foreign
carier. Almost al bilaterals delegated pricing to IATA,* dthough rates were still subject to the
approva of both states (double approva pricing). All other aspects of the marketplace,
including the specific routes to be flown and arports to be used, were dictated by the bilateras.
The bilaterds dso usudly included private Sde-agreements between arlines, which generdly
provided for further capacity restrictions and delineated the terms of revenue sharing (pooling).*®
Many bilaterals aso required that foreign carriers utilize the maintenance, service and sales gaff
of the domestic carrier. Findly, dmogt dl bilaterds provided for only asingle nationa carrier to
enter any given internationa route (Sngle-designation).

The bilaterals were buttressed by IATA fare conferences. IATA rules dictated that
traffic conferences concerned themsaves with "dl internationd air traffic mattersinvolving
passengers, cargo and mall....particularly the following......(b) fares, rates and charges for
passengers and cargo."™ For the purposes of price-sditing, strict unanimity voting rules meant
any sngle arline could veto fares anywhere in theworld. IATA dso set rulesto dl aspects of
aviation services, notably food service and in-flight entertainment, and thus ensured thet airlines
could not accrue advantages by providing additiond services. In sum, IATA dictated that
arlines provided standardized services at identica prices.

Until the late 1960s, the Bermuda regime governed the dramatic and uneventful growth
in the internationa aviation marketplace. By the late 1960s, however, improvementsin jet
technology and changes in the structure of demand for internationd aviation services raised the
political cogts of the Bermuda cartel and set the stage for its demise. As noted earlier, the high
prices imposed by the Bermuda regime were not politically sengtive in the immediate postwar
period because of the limited size of the market and because most international passengers were
government and business travelers. The introduction of jet technology, however, substantialy
reduced airline costs and led to consistent declinesin the red cost of internationd air travel vis-
a-vis other consumer goods?® Real costs per kilometer-ton in 1990, for example, were one-

1t isworth noting that IATA did not “ capture” fare-setting authority. Rather, the Bermuda bilateral
contained explicit language granting IATA authority to set fares. Inthe U.S., IATA authority was
dependent upon a grant of anti-trust immunity from the Justice Department, which was renewed annually
until 1955, when anti-trust was granted indefinitely. For a discussion of airline motivationsregarding IATA,
see Sochor 1991, 13.

'8 The U.S. was the exception here as anti-trust laws precluded U.S. carriers from concluding side-
agreements with their foreign counterparts. The CAB did, however, occasionally grant permission for U.S.
carriersto collude with foreign airlines.

¥ 0On IATA traffic conferences, see Lowenfeld 1981, 455-476. The discussion of IATA rules draws heavily
from this source unless otherwise noted.

2IATA 1974, 95---98, 231.
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third of what they were in 1960.> The decline in costs was especidly rapid with the introduction
of jumbo jetsin the early 1970s? Dedlining real costs, in turn, led domestic regulatory agencies
to pass some of the savings along to consumers of aviation services?® with dedining red prices,
in turn, leading to adramatic increase in the number of internationa vacation travelers. The fact
thet jets dso dramaticdly reduced travel time only increased the number of internationd leisure
travelers®

Risng incomes, fagter travel times, and chegper operating costs thus combined to
produce an explosion in the number of internationa leisure travelers and raised the possibility
that amore efficient international regulatory system might yield better domestic political results®
At the beginning of the jet age in 1960, some 60- 70 percent of internationd air travel was
accounted for by business; by the late 1970s, this figure had dropped to around 50 percent
Combined with overdl traffic growing of about 15 percent per annum (throughout the 1960s
and 1970s), the changing composition of total demand trandated into growing numbers of
voters who stood to benefit (through lower fares) from more competitive internationa aviation
markets. Mogt importantly, given that the price eagticity of demand for lesure travel is
sgnificantly higher than for busness travel, demands for lower internationd fares increased as
price-conscious consumers became a significant percentage of international passengers®’ In the
U.S,, politica pressure from consumers for lower prices was especialy acute on routes to and
from Europe, snce large numbers of U.S. ethnic minorities wanted to trave to vist ther
homeands.

Improved jet technology and the changed structure of demand for internationd aviation
sarvices aso dtered the incentives of incumbent arlines and potential new entrants. New jet
technology was important because jets dramatically expanded the potentiad number of seats
available and because they enabled new route patterns. This meant incumbents had to grow the

26

217 acher 1996, 82.
2Maillebiau and Hansen 1995.

%I 1951, for example, the average cost of aNew Y ork---London round-trip ticket was $611,
or 39.6 percent of U.S. per capitaincome; by 1965 the fare had dropped to $375, or 17
percent of per capitaincome. Aviation Week and Space Technology, 23 January 1967, 49---
50.

#%0n U.S.-Japan routes, for example, the introduction of commercial jets reduced travel time
from 18 to 8 hours. See Hansen and Kanafani 1990.

#The number of passengers on scheduled internationd airline flights increased from 14 million in
1956 to 23 million in 1960, and internationd traffic doubled between 1959 and 1965. By 1970,
there were 74 million internationa passengers. IATA various years. The dataare for IATA
members only and thus do not include charter carriers. Data available from the author.

|1 the immediate postwar years, business accounted for about 80 percent of travel, whereas
leisure congtituted some 20 percent. Today, those figures are reversed. See Tdlon 1979, 1030-
--32; and Hanlon 1996, 18.

%'For a detailed discussion of demand easticities for internationa aviation services, see Oum,
Waters, and Yong 1992.
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overd|l market to fill the new planes while new entrants clamored to offer service on the newly
possible routes. Theintroduction of the Boeing 747 in 1970, which effectively doubled the
number of seets available on dense international routes, was particularly problematic.? Many
arlines hoped that lower fares would stimulate enough demand to fill the empty seets, and by
the late 1960s chesting on IATA fares was rampant.?® Jet technology also mattered because
they enabled new route patterns and thereby encouraged new entry from formerly domestic
arlines. Indeed, the expanded range of jumbo jets enabled smdler domestic airlines, notably
U.S. regiond airlines, to provide sarvice in international markets for the first time.®

Although would- be entrants were more important in the U.S. than elsawhere due to the
continental scope of the economy and the absence of a single, government-owned nationd flag
carrier, the maturation of domegtic aviation marketsin most OECD dtates meant that small
domedtic carriers e sewhere were aso poised to enter international markets. Thiswas especialy
true as the new regulations governing charter operationsincreasingly blurred the digtinction
between scheduled and charter carriers--resulting in many internationa carriers that began as
charter operations pressing to enter international scheduled markets®

By the mid-1970s, in sum, significant changes in market dynamics had dramaticaly
increased the political costs of the Bermuda cartel for politiciansin most OECD dates. Equaly
important, the inefficiencies associated with the Bermuda cartel were so large by the 1970s that
reform promised to generate substantial market efficiencies that could be made available for
domestic redistribution. Prodded by U.S. efforts, the past twenty years have witnessed a broad
move toward more libera bilatera agreements and a steady erosion of therole of IATA in
sting internationd fares. Despite the overdl trend toward more compstitive internationa
markets, liberdization has proved neither inevitable nor uniform across markets.

. Inour view, there are anumber of didtinct characteristics of aviation markets driving
this pattern of reform. The first determinant of the pattern of reform was that consumer benefits
were enough to get some reform. But large users did not make thisissue into a prime priority.

A second key issue was how incumbent carriers evaluated the vaue of the status quio.
Put smply, the status quo to entrenched carriers was somewhat higher in aviation than in
telecoms because most aviation carriers believed it was possible to maintain the status quo and
at the same time faced limited cheeting or arbitrage that would cause them to believe the market
could evolve to mgor competition absent government reform. (Thiswas, in contrast to

%The three jets that flew internationa routes before the 747 carried 140---180 passengers,
depending on seeting configurations. The first 747s carried 350---420.

#Although Pan Am did not take delivery of thefirst 747 until 1969, the range and cost structure
of the 747 were known as early as 1966. In the 1968 trans- Pacific proceeding, for example, al
the mgor U.S. arlines applied for permission to enter U.S.--- Asamarkets and planned to
serve these markets with 747s. Bill Kutzke, interview with author, Washington, D.C., 24 and
30 October 1996.

Remember that the limited range of aircraft in the immediate postwar period meant the market
was organized around coastdl cities. As the range of jetsincreased, it offered the potentia for
internationd travel from interior domestic cities.

31See Aviation Week and Space Technology, 8 May 1967, 33---47, and 25 December
1967, 26---27.
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telecoms where cheating and arbitrage under the traditional market rules opened the potential
that the market itsdf would "pass the regime by".).

The nature of aviation services traffic meant cheating was limited, implying that
discriminatory bilatera arrangements were both possible and sustainable. Aviation traffic (i.e.
passengers) is highly distance and routing sensitive, so the amount of traffic that can bere-
routed to arbitrage pricing differencesis relativey smdl. Thisis particularly true as dightly less
than 50 percent of arline revenues come from time and route- sensitive business travelers,
athough as much as 80% of earnings are suspected to come from seats in the front of the
plane.* So arbitrage opportunities are limited (although the presence of bucket-shops and
charter markets demondirates there are some opportunities).® These dynamics were
accentuated by the fact that the costs of trangporting aviation traffic increases with distance,
which meant that the potentid for arbitrate was limited to geographicaly close markets that did
not require roundabout route patterns. At the same time, most carriers had their traffic
concentrated on afew internaiond routes. Their key customers might be satisfied by
arrangements to ease booking on an dlied arline for travel outside those routes. So, the
potentid of multilaterd liberdization to unlock large numbers of globd markets smultaneoudy
was not that dluring. Ultimatdly, the difficulty of re-routing traffic, the increasing coststo
distance, the concentration of traffic on afew routes, and the ease of monitoring made bilatera
solutions possible in aviation services. Of course, these characteridtics of aviation traffic dso
meant that it was possible to maintain discriminatory bilatera arrangements even in the face of
liberdization in neighboring markets®*

The status quo aso seemed more viable to mgor incumbents because of the dower
pace of privatization and the less demanding capitd requirements for government flag carriers
(compared to their telecom counterparts). In short, compared to telecom industriesin the same
period, privatization had advanced much less in aviation markets, the financia demands of
modernization were subgtantidly less (dthough Hill not inggnificant), and the ability of
governments to continue to prop up nationd flag carriers did not threaten to undermine the
competitiveness of other mgor segments of the national economy. Thus, despite the fact that the
growing importance of globa networks meant an increasing number of airlines had incentives to
enter into the globa aliance structures (and therefore accept more liberd marketplace rules and
marketplace discipline), the potentid for governments to intervene to protect their nationd flag
carriers remained amuch larger possibility in aviation. The infusion of Sate capitd into week
arlinesin southern Europe is only the most obvious example of this dynamic; * more

% See The New York Times, “Airlines Coddle High Fliers at Expense of the Coach Class,” April 1, 1998.

¥ The potential for arbitrage is greater in cargo markets given the decreased importance of routing and the
lower increase in costs with distance increases.

¥ Qur point is not that there was no potential for traffic diversion in aviation markets, just that these effects
were much less significant than in telecommunications markets. Traffic diversion in geographically close
markets for passengers who were less time or route-sensitive was important in aviation markets, especially if
price differences were particularly large. For adiscussion of these dynamics, see Kasper 1998. The potential
for monitoring traffic and the limited potential for re-routing has also contributed to the ability for private
governance solutions (international strategic alliances) to market access problemsin aviation services
markets.

% See The Financial Times, “Olympic Airlines: Athen’s lets ‘market’ rule at state airline,” May 6, 1998, and
XXX on Air France tracnhes.
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complicated mechaniams revolve around using regulatory barriersto entry to artificidly redrict
supply and thereby keep prices high to keep inefficient nationa airlines viable*® An additiondl
facet of the market that both governments and carriers did not understand at the time was how
sgnificant an impact the emergence of lower-cost, no-frills arlines offerings servicesfrom
"secondary" arports could have on the market. Although by 2003 EasyJet, Berlin Air, and
RyanAir define much of intra- EU aviation, the economic logic and subsequent success of these
carriers did not shape decision-making about liberdization in away that it might have.
Ultimatdly, countries still had not concluded that the end of the State subsidy and protection
game had come to an end because the financid burdens of the status quo had yet to overwhelm
them. Thismeant that any sdective liberdization ded in aviation services had to put in place a
much more rigorous st of ingtitutional arrangements to re-aign incentives®

Even if mgor incumbents thought the status quo would not shatter, there were sgnificant
cracks on some key internationd routes. The incumbents had much to fear if somehow
governments shifted to favor more competition for one smplefact. Thereisample dadticity of
supply in the aircraft market. Large stocks of arcraft are available for lease on attractive terms,
for example. If amarket opened, a new entrant could build its capacity to serve the market
very quickly. In addition, the state-owned incumbents had less flexible capitd structures and
inefficient staffing with rigid work rules and high pay scaes.

In the end, if any mgor carrier’ s CEO harbored a hope for aradica new plan for global
competition, the redlities of state capacity snuffed it out for three reasons. First, both the U.S.
and EU negatiating authorities have no legidative authority to liberdize foreign investment and
ownership. Inthe U.S. thiswould have required an Act of Congress™ and in the EU it would
have required substantial increase in the delegation of authority to the EU from member Sates.
But this was a second order weakness— a more fundamenta issue was that negotiators had to
count this as an obstacle to more rapid liberaization but there was never aliberaization pact
with large enough benefits (ether paliticaly or economicaly) nearly at hand to test the limits of
the possible on foreign ownership. Second, and more fundamenta as a tarting obstacle,
neither the US nor the EU overcame the difficulties of making credible commitments given their
wesk jurisdiction over locdl fadilities crucia to expanding competition.® Third, and
compounding the second, tremendous legd uncertainty surrounds therole of the E.U. in

% See, for example, USA Today, “Lower fares to Japan unlikely soon,” April 24, 1998.

¥ \We expect that the privatization of airlines and the removal of regulatory rulesforcing these carriers to
respond to marketplace incentives will thus remove some of the barriers to new governance arrangementsin
aviation service markets. See, for example, the timing of the nannoucement that France would sell off amajor
stakein Air France and the conclusion of U.S.-France negotiations. See The Financial Times, “Air France:
State to sell off up to 47% of national carrier,” February 24, 1998, and The New York Times, “U.S. and France
Reach Air Accord ,” April 9, 1998.

% The Act setting up the Civil Aeronautics Board explicitly forbid foreign airlines from carrying intra-U.S.
traffic, and placed an ownership cap of 25% of any foreign ownership. In the 1990s, KLM and Northwest
tested the political will behind the legislation and ultimately failed in creating a complex yet legal solution to
the problem. See XXX.

¥ Aswe shall seein the case of telecom, the importance of the sector-specific deal to the overall economy
and the potential for a"big bang" liberalization viathe WTO made commitment possible given the political
stakesinvolved. No such logic held truein the case of aviation.
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negotiating aviation agreements® The lack of dear ingtitutional competence for the E.U. for
internationa aviation made mogt efforts at broader liberdization into a deed I etter.

It isworth looking a the E.U. difficulties to see how inditutional competence influences
optionsto dter globa markets. Most member states have resisted the expansion of E.U.
authority in aviation markets. In particular, the European Commission has only recently obtained
the authority to negotiate traffic rights, only after E.U. Trangport Minister Neil Kinnock's
launched a series of initiaives to gain E.U. control over dl aspects of aviation markets, including
externa aviation negotiations. This represents the influence of a core EU codlition (led by
France and Germany) to consolidate power over external commerce in the hands of Brussals.
The codition has pressed the Commission to use its pre-existing authority over competition
policy to chalenge externd initiatives on aviaion by member states. Thus, for example, the
E.U. has sued member states over their Open Skies bilaterals with the U.S., E.U. competition
authorities have launched investigations into the British Airways- American Airlines and the
L ufthansa- United dliances. The E.U. has aso been very active in the debate over the landing
dot dlocation problems arising out of the BA-AA dliance™ Although the issue has recently
been resolved in favor of E.U. competence (for the moment, at least) throughout the 1990s the
debate over the locus of authority for externd aviation agreements (and negotiations)
sgnificantly undermined efforts at E.U.-U.S. efforts to re-structure the entire trans- Atlantic
market.

Eventoday, the limited experience with E.U. authority and lack of clear ex post
authority creates uncertainty over the legal basis of aviation marketsin E.U. member Sates—
which in turn undermines contracting for the very smple reason that U.S. actors do not know
what set of indtitutiona rules will be used to make decisons on EMER éafter formd liberdization.
Will E.U. competition authorities gain jurisdiction over the dlocation of airport gate dots--and
the public policies associated with arport congtruction to expand the number of dots--or will
member states retain control? What competition restrictions will E.U. anti-trust authorities
Impose as a condition to gpproving dliances? Or will member states continue to have
jurisdiction over these issues? How will dots be traded- - on the open market, subject to
extensve E.U. rules, or (asis currently the case) in the gray market? Given that the Structure
and process of decision-making directly effects governmenta outcomes, these questions are not
merdly of academic interest--they shape the future costs and benefits of strategic and regulatory
decisions made by firmstoday. So how dots are dlocated or the anti-trust criteriawhich must
be met in the future affects the nature and extent of the concessions that parties are willing to
make in current negotiations.

That is, the expected vaue of future aviation revenues derived under a progpective
agreement will be directly affected by the perceived likelihood as to the availability of dots,
arport fadilities, the potentid for dliances, etc., and their expense. Witness the extensive
lobbying and energy that went into trying to assign specific economic vaue to dots in the mid-

“2 Only in 2003 did uncertainties regarding EU competencies and jurisdictions in negotiating aviation
services agreements resolve. Author interviews with EU officials, October 2003.

“! Cites from newspapers at home.

“2 The economic value of any bargain will depend, in part, on the extent of real market access available under
the new agreement, and this market access will depend on the decision-making process used to determine
particular features of market access.
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1990s as the American Airlines-British Airways dliance debated with the U.S. and U K.
regulatory authorities (and other interested airlines) over the proper number of dotsto be given
up to competitors and the value of these dots. And dots are only one piece of the overal
regulatory and market landscape. Uncertainty over the legd jurisdiction of the E.U. or individud
member nations over key aspects of aviation markets--and hence uncertainty over the
indtitutiona arrangements that would define the landscape of the market in these areas ex podt--
was of course particularly problematic given the network structure of aviation markets, where
market access to key components of markets on awidespread geographic basisis essentia for
competitiveness. So lega and jurisdictions uncertainties raised commitment problems that have
contributed to the failure of efforts to re-gtructure indtitutional governance structuresin aviation
markets.

In the end, there were no meaningful WTO commitments on market access for aviation
in the 1990s, and most of the efforts to find amiddle road (e.g., regiond groups of states
liberdizing with trans-oceanic markets, such as ASEAN dates liberaizing as a group with the
U.S) falled. To besure, Sgnificant changesin the marketplace—particularly the evolution of
globa mega-4aliances composed of multiple airlines—have changed the industry landscape, but
these have been individua firms' responses to redtrictive marketplace rules rather than
reponses to more competitive markets. Put differently, continued state intervention in the
marketplace has driven the creation and evolution of these mega-dliances as private solutions to
the economic incentives crested by network economics.

4.0 Telecommunications Services

The post- 1945 telecommunications regime squarely focused on the traditiond telephone
network and its services. Until the 1970s it was assumed that the internationa regime should
support the concept of monopolistic supply of services and equipment in order to capture
maximum economies of scale and scope. This aso yielded economic rents that could be
redistributed among countries and classes of customers. When technology opened the
possibility of change the speed of change was very different across the mgjor market centers,
and the strategic pogition of the big market centersin globa reform negotiations differed
sgnificantly.

The end of World War 1l and therise of globa phone traffic assumed the logical
primacy of monopoly at the nationd level (usualy under the government postal system). The
International Telecommunications Union' s rules trested international services as ashared
undertaking of two monopolies. Pricesfor provisioning the service between the two nationa
phone companies were set by atransfer price caled an accounting rate. Aswe explain later in
more detail, these accounting rates could remain high because nationa monopolies were free to
charge whatever they wished to consumers of the service, and everyone treated international
communications services as luxury goods with high margins and low volumes. In short, the norm
supported aglobd cartel with many strong supporters.  For example, many smaller countries
typicaly under-priced loca phone services dragticaly and relied on monopoly profits from
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international services to make up the difference, thus creating a perverse incentive for building
out international phone connections while pendizing loca investment.*

Technologicd innovations—especidly the exploson in chegper and higher capacity
long-distance transmission technologies (e.g., satellites and modern undersea cables), the rise of
the semiconductor that revolutionized the economics of equipment and the growth of networked
computing (starting with large corporate networks) on anational and globa scae—opened the
way to new codlitions of large users of communications networks and specidized new
equipment suppliers (including the computer industry) chalenging traditional monopoly practices
by the late 1970s. Would-be service providers acquired a strong interest in working the political
process to unseat monopoly. MCI, for example, began as an aternative provider of internal
long- distance services between corporate offices of individud firmsin the Midwest. Computer
companies created major computer service networks to alow companies to share the use of
mainframe computers.

Unsurprisingly, the US led the way to market change because it was the most
technologicdly intense economy, had firms operating most extensively on continental and globa
scaed networks, and had a palitical economic structure that was most resistant to centralized
monopoalies. (The U.S. dectronicsindugtry, for example, was comparatively free of extendve
government guidance and had much greater freedom of entry and exit than other market
centers.) Out of this process large users became paliticaly active advocates for competitionin
al tedlecommunications servicesin order to improve pricing, reliability and technica innovation.
Thiswas amuch bigger commitment of political effort than seen in aviation.

In contrast to the US, the EU and Japan tried far longer to control the amount of
competition in their markets until the mid-1990s. While the formal approach differed (Jgpan
introduced competition between phone companies shortly after the United States) they both
tried to shield the bulk of the phone services market from vigorous competition. The two
market centers reversed course only when most stakeholders in the equipment supplier and
large user communities conceded in the early 1990s that this gpproach was causing alossin
both the information technology supply markets and in the business operations of large users.

For avariety of reasons the dominant incumbents in the industrid world expected more
change in the telecom market even without new globd rules than their counterparts in aviation.
One reason was that technological innovation was requiring huge new capital expenditures
precisdly when governments were trying to cut budget deficits. Governments became reluctant
to sink the required amounts of new capitd into state owned firms. Indeed, these firms were
attractive candidates for partia or full privatization in order to raise money and write down
government debts. Asaresult, firms outside the U.S. began to brace for big changes.

A related reason was that the US departure from the monopoly model assured that
there were going to be problems with maintaining monopoly e sewhere given the US' huge share
of the world market (over 25%) (By 1986 the UK, Canada, Japan, Audtralia, and New

“The ITU also organized the “global commons” of radio spectrum and communications satellites’ orbital
slots around practices that assured national control while seeking to assure non-interference among
national plans. This coordination function has remained even in an eraof competition although the
implementing mechanisms have slowly adopted to more diverse market participants and market uses. The
global regime also included expectations and rules for equipment markets. This paper omits discussion of
these factors. See Cowhey for a discussion.
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Zedand had joined the US defection from monopoly.) However, if each nationa experiment
with competition could have been hermeticaly sealed at the border, the old internationd regime
might not have changed. But thiswas not practica. In addition to the demongtration effect of
U.S. success with competition, the diversity of national market structures and extraordinarily
high margins on internationa services encouraged cheating on the sanctioned system of
internationda services and pricing. Put bluntly, internationd telecom traffic was increasingly “foot
loose” A cdl from Berlin to Mexico could be re-routed secretly through New Y ork to take
advantage of the fact that the U.S. carriers had lower rates with Mexico than did Germany.
Electronic sgndsdid not care, unlike arline passengers, if the routes were convoluted. Pricing
arbitrage and traffic re-routing meant that the status quo was far less compelling as aguide to
the future in telecoms than in aviation.

By the time of the Uruguay Round’ s launch in 1984 it was clear that telecom and
information service networks would become part of the new trade in services agenda because
data networking in the 1980s was of great strategic sSgnificance to corporations of every
advanced economy and an attractive growth market to suppliers. All mgor countries had
crafted ways to exempt the data networking market in varying degrees from the genera
monopoly regime. Moreover, the total Sze of the market was less than five percent of the
generd communications services market globally. Nonetheless, the generd wisdom held that
significant market access commitments on data networking would be hard to obtain because of
the generd complexity of figuring out how to gpply trade disciplinesto services. The problems
for negotiators included dl of the ones discussed in regard to initid and extended market entry,
but the smaller speciaized nature of the market made them easier to finesse.®

Asareault, the key industria countries crafted an agreement on “value-added” data
networking as part of the services agreements of the Uruguay Round. Then, in the closing
moments of the Uruguay Round, the EU raised the stakes by taking up the US on itslong-
standing rhetoric in favor of atrade agreement on “basic” (read voice, fax, and the use of key
network functions such as switching and trangport) communications services and building and
ownership of underlying network fecilities.

Asthe Uruguay Round came to a conclusion, the EU had decided to introduce genera
EU competition in basic communications services on January 1, 1998. This spurred its interest
in amatching WTO agreement. This change spurred the dominant European carriers to
embrace WTO reform. If the EU was going to overhaul the European market they wanted
access to the US market because US carriers operating in Europe would presumably be treated
on anon-discriminatory basis under internd EU rules. (That is, they would be trested as
European firms as long as they operated through their EU subsidiaries)® Only aWwTO
agreement could offer easy access to European carriers to the US because, absent aWTO
ded, the US policy was to treat European and Japanese carriers on the basis of bilatera

“ One solution was really remarkable. Rather than figure out how to assure meaningful market entry in the
agreement, which was hard to do aslong as the underlying network was controlled by alocal monopolist,
the negotiators effectively acknowledged the right of corporations to procure data networking competitively
(including the use of self-supply of computer networks). Guaranteeing the right of the consumer
substituted for guaranteeing the rights of competitive entrantsfully.

> The EU was creating cross-market within the EU. So, it did not want national rules that could discriminate
against other EU companies. Under long established trade rules US firms operating in Europe are treated as
EU firms.
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reciprocity arrangements. These investment restrictions would escape WTO jurisdictionin the
absence of aWTO agreement on basic telecommunications services. (Using its adminigtrative
discretion under the controlling 1934 statute on communications, the FCC had created specid
competition rules to govern foreign carrier entry into the US. on a country by country basis.

The US only dlowed foreign corporate control of aUS carrier if its market was competitive and
open to equivaent U.S. investment.)*

The US Executive Branch also saw potentid advantages from aWTO agreement. The
Clinton adminigtration’ s top leadership strongly pursued initiatives to show thet it could
champion an American vison of the information technology future supporting American firms
and the “new economics’ of the Internet. Sweeping globa market change was part of thisbig
picture gory. (And the large user community gave specid points for getting globd coveragein a
pact dueto their businessneeds) Asacomplementary political story aWTO agreement that
redly liberdized internationd services would predictably lower consumer prices for globd
cdling radicaly. This seemed like a consumer benefit that would gpped to diverse parts of the
Democratic party—recent immigrants who called to families in home countries, middle class
“knowledge workers,” and college students. But thiswas likely to be a political success that
would emerge after market change. It would not win much support for initial gpprova of a
pact. Inthe meantime, there were sill skeptics about a WTO agreement to be overcome
politicaly.

Knowing that there were political obstacles the Clinton administration still decided to try
the WTO route for two key reasons. Firg, the globa nature of advanced networking meant
that it was far better to get Smultaneous liberdization of al the key world markets quickly.
Bilaterd reciprocity might have gotten the coverage eventudly, but it would have taken many
more years. Second, bilatera liberaization required micro-management of the market through a
virtua case by case examination of each foreign entrant’ srequest for licenang. 1t waslikely
subject to the same blatant paliticization found in many anti-dumping cases. But the Clinton
adminigtration envisoned the promise of the Internet economy as resting in part on the creation
of powerful and very low cost globd networking. Bilaterd liberdization would not achieve
rgpid and dramatic changesin globa networks even it got to some gpproximation in the long-
run. So, the US opted for the WTO if it could solve palitical ingtitutional and economic
problems with the WTO negatiation.

Having decided to explore the WTO option the Adminigtration soon ran into the indtitutiona
redlities of the basic divison of powers between Congress and the Presdent. The Clinton
adminigration wanted a WTO agreement on telecom service tha required no new legidation
because new legidation is much harder to achieve than tacit acceptance by Congress. But no
new legidation aso might mean tha the US, unlike Europe or Japan, could not open its loca
phone sarvices to competition and foreign entry. Moreover, even without needing new
legidation the trade pact ill required enough industry support to avoid Congress using its
myriad forms of legidative power to kill atrade ded (e.g., by threatening to cut FCC budgets
radicaly in retaiation).

“® |n the 1995 G-7 Summit on the Global Information Society Vice President Gore delivered a blunt message to
the G-7: The U.S. would liberalize its markets under a new bilateral reciprocity rule (called the Effective
Competitive Opportunities formula at the FCC) unless the WTO found an acceptabl e formulafor multilateral
liberdlization.
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By pure luck, as Congressona dynamics played out, the 1996 Telecommunications Act
enacted a quid pro quo that would alow the Bells to enter long distance markets if they opened
up their local networks to access by competitorsin loca services. This 1996 Act had given little
thought to trade issues, but U.S. trade negotiators could then commit the U.S. to alowing
foreign firms to compete in local telecommunications services. This made its market access
offer equd to that of the EU.

However, the 1996 Act had not changed the 1934 telecommunications legidation that
limited foreign direct investment in U.S. carriers of basic telecommunications services to 20% of
ownership unless the FCC granted an exemption permitted by very convoluted satutory
language.” So, USTR had to craft a trade commitment to alow 100% foreign ownership of
U.S. carriers in a specid way that would permit the FCC to create a rule granting a “strong
presumption” of the right to invest and control a U.S. carrier for any company from a WTO
country. The EU team was much more concerned about how to judge the rdigbility of this
commitment than any other item.*® In addition to grilling the FCC on its plans the EU surveyed
the political progpects for a WTO ded in Congress on the theory that the FCC was more likely
to keep itsword if Congress was not on arampage.

Even if there was no need for legidative authorization Congress would listen carefully
to the key stakeholders. While large users, equipment suppliers and the Bellswould back a
WTO agreement there were a variety of reasons why it was not their top priority in Congress.
(Cowhey and Richards, 1999) Household consumers could yield political profit if adramatic
ded dropping internationa prices emerged, but were not o vauable in the palitics of winning
approva. The key group congsted of the internationd long distance carriers, led by AT&T, the
dominant carrier.*

Undergtanding the vulnerabilities and interests of long distance carriers requires careful
condderation of the economic redlities of the telecommunications markets in the mid-1990s and
the political redlities of the reform packages for the mgjor domestic markets. The 1996
Tdecommunications Act in the U.S. may have made U.S. and EU offers equivalent on the
markets covered by adding local servicesto the U.S. WTO offer on market access, but it was
far from a perfect policy insrument for liberdizing competition. Much like the EU’s program on
telecom liberaization it was particularly convoluted, and questionable, on its provisons for
religbly opening competition in the loca telephone market for resdentid and smal and medium
Sized enterprise services.

“" The 1996 Telecommunications Act nearly had aforeign investment liberalization clause inserted by House
Republicans. But thisdisappeared in light of resistance by some key Democrats.

*The EU, based on prior experience, believed that the US promise that compliance by its state
regulatory commissions would not be a mgjor problem, especially after the passage of the 1996
Telecommunications Act that mandated competition in local telephone services.

“ The Bells indifference or support meant most Republicans had no major fight over aWTO deal so long as
it did not interfere with ending restrictions on the Bells. The competitorsto AT&T in international services
(MCI, Sprint, and a host of smaller long distance operators, such as Worldcom, the subsequent buyer of
MCI) traditionally operated under the umbrellaof AT&T in the world market, following AT& T’ slead on
negotiating settlement rates and the rest, and then discounting prices and offering service innovationsto
win market share. They officially supported AT&T in all of itsreservations about the risks of aWTO
agreement but some showed greatly flexibility on details.
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The 1996 Act had at least two glaring problems. First, control over pricing of locad
phone services remained a the state level. Typicdly those prices were set unredigticaly low
and, as aresult, competitive entry for acompetitor building a new network under that pricing
was very difficult.*® Second, duplication of the local network reguired a massive effort. It
would be very expensive, and very dow (due to the logistics of congtruction and loca permitting
process) even with strong rights for new entrants to interconnect with dominant operators locd
networks. Together, these issues made it improbable that loca services would be an attractive
market for foreign entry.

Theissues on locd services had important implications for incumbents about foreign
entry. With the exceptions of the local market for larger businesses and the wireless phone
market (where spectrum licenses for the foreseeable future had aready been dlocated by
auction), the incumbent Bell Operating Companies did not much fear foreign competitors under
aWTO pact. Thered market action produced by aWTO ded in the medium-term would be
in domestic and internationa long distance markets and in the market for providing large
corporate networks.

In the mid-1990s, based especidly on the example of the U.S. market, would-be
entrants around the indugtria world were highly confident that they could launch competitive
long distance and globa corporate service networks under any regulatory system that matched
the one then exigting in the US. The economics and logigtics of setting up anew long distance
and corporate service network were then more attractive than local services, and the U.S.
regulatory regime had succeeded in showing how to make this competition possible. In this
light, a chief attraction of the WTO pact for a new entrant in aforeign country was that its
provisions effectively created the right for the entrant to do commercially based “make or buy
decisons’ on creating their networks in new foreign markets. This Smply means that the entrant
could shop around to rent facilities on the best available terms from established local networks,
form ajoint venture for provision of services with an established operator in the market, or, if
market conditions demanded it, invest in ingdling their own network facilities (an option that
enhanced the entrant’ s bargaining position with incumbent networks).

The “sweet pot” in the entry market was long distance and corporate services. This
meant that the incumbents mainly &t risk from aWTO ded were in these market ssgments. In
Europe the mgor incumbents were integrated across loca and long distance, so local services
buffered their total exposure to competition. But in the US the long distance and local carriers
were (except for afew smaller cases) separated by law and regulation as of 1996. Even the
Teecom Act’s provisons did not promise aswift massive changein that Stuation.

Asthe largest operator in the U.S. domestic long distance market and the entire world
market for internationa services AT& T had both commercid influence and a strong politica
interest in market rules. As the politica leader of the long distance carriersit was skeptica about
both bilaterd liberdization and a WTO agreement because the trangition to more internationd
competitive entry posed specid risks (that we discuss shortly) that no amount of accessto
foreign markets seemed to offset. AT& T knew that change was coming, but it was more
profitable to dow it down.

% We thank Howard Shelanski for emphasizing this point.
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Its highest return on investment came from providing internationd telephone services
under the traditiond internationa regulations. Thiswas a cash cow feeding the rest of the
company’ s amhitious expangon plans. Thus, itsinterests in sweeping globa change were limited
and it saw many risks to its bottom line from higher settlement payments from WTO-enabled
tacticslike “one way bypass” Nonetheless, AT& T had failed to stop bilatera liberalization,
however imperfect, with severa big foreign markets and it knew “grey market” tacticslike “cdl
back” were going to proliferate. Moreover, large corporate networks were steadily being lost
to newer market entrants because AT& T’ s marketing was congtantly hamstrung by its efforts to
protect a complicated set of existing rules and prices, unlikeits opportunistic rivals. AT&T
knew that an open world market might free it to use the advantages from owning the biggest
globd infrastructure of any carrier. So, AT& T acknowledged that globd liberaization might
hypothetically serveitsinterests. But, in the meantime, it urged Congress to be skeptica of a
WTO dedl.**The skepticism of long distance carriers meant that the Clinton administration had
to produce some visible benefit for long distance carriersto offset their concerns over risks from
aWTO ded—the US Government had to show large potentia for new market access (that
included EMERs and enforcement) and it had to address the large financia risks created by a
trangtion to competition.

The political chalenges in the US were made both harder and easier by the EU’s
inditutiond dructure. In telecom negotiation the EU preferred a more limited scope to the ded
than that dictated by U.S. domestic politics. The EU process of trade negotiation is as much
about the negotiation among European states over the organization of the internd market (and
the powers delegated to the EU) as it was about externd commitments. Altering negotiating
positions quickly and on ad hoc bads thus raises internd problems of re-negotiation and
substantially raises the transaction costs of EU negotiations.® The bigger and more complicated
was the WTO ded, the tougher was the process of internal market negotiation. It would have
just as happily not complicated matters by tackling international services or the diplometic effort
to win mgor market access in the mgor developing countries. Only after it concluded that
these were paliticaly indispensable wins to the US did it expand its vision.

Second, al mgor players wanted assurances on both EMER and enforcement issues.
All concluded that assurances required some form of WTO competition code to alow the new
foreign entrant an effective right to operate againgt the former national monopolist. A
competition policy was amgor innovation for the WTO, accomplished (as we show shortly) by
using a“backdoor” in the WTO decision process.

*! The senior Democrat on the Senate Commerce Committee (which had jurisdiction over the FCC) was
Senator Ernst Hollings, astrong ally of AT& T on domestic policy and long acritic of multilateral trade
policy. Hollings had made it known that he was highly suspicious of any WTO deal on basic
telecommunications services.

*2 put comparatively, the EU member states ratify a tentative trade pact each time they authorize
the Commission to make a new negotiating offer in aWTO negotiation. The Congress ratifies the
US trade offer only at the conclusion of a negotiation although, of course, the Executive Branch
tries to anticipate Congressional preferences.
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Reaching consensus and confidence in the competition code (assuming that it would be
approved at the WTO) proved easier (not easy) than expected. The code essentialy codified
the new common principles of competition rules found in al countries embracing telecom
competition. These rules largely adapted U.S. gpproaches to other markets and lega systems
50 they shared an underlying architecture. Rightly or wrongly, telecom regulatorstold trade
negotiators that they had confidence that these competition rules would work if gpplied.

Perhaps the biggest question was if the nationd market access offers were sufficient to alow the
competition rulesto work. After the 1996 Telecommunications Act the US had dl of itslegd
authority clearly in place (except for the investment question noted above) and the FCC had
drafted mogt of itsinitid implementing rules. The EU was il deaning up itslegd framework
for competition (some key dements were not decided until 2000). But, here the internd vetting
process of trade offersin the EU eventualy bolstered EU credibility. The EU member states
have to retify atentative trade pact each time they authorize the Commission to make anew
WTO negotiating offer. So, aU.S. negotiator can be reasonably sure that “what you seeis
what you get” from the EU at least in regard to forma legal changes. Whatever the specific
decisons of EU Commission and nationd regulatory authorities there was a clear political
commitment a the European Council to accept these trade implications.

Findly, there was the problem that, from the U.S. perspective, the politicaly sdient
benefits of the agreement (especidly lower costsfor dl classes of consumers) could only arise if
trade and investment liberdization led to vigorous compstition in pricing and supply of cross-
border internationd services. Simply letting a French firm own Sprint would not end the anti-
competitive effects of settlement rates and the U.S. proportionate return rules. The WTO pact
had to dlow freedom to price and create internationa networks smilar to the dynamics of the
U.S. domestic market for long distance. But, the U.S. had by far the largest globd traffic flows.
Any adjustment of the world market would dter those flows. 1t was here that the biggest
problem for the end stage of the globa negotiation arose. The peculiar economics of
international phone and fax service meant that there was abig financid risk for U.S. carriers
from the trangtion to globa competition while the ingtitutiond rules of the WTO made it hard to
craft aresponse to the risk.

The economics of the problem flowed from the fact tha the traditiond ITU rules
dipulated that the international connection of nationd monopoalies (eg., a rans-Pacific phone
cdl) should be provided as a “jointly provided service’—i.e., two nationa monopolies would
invest jointly in providing the international cable to connect them and would provide the
necessary originating and terminating services for an internationd cdl jointly (eg., AT& T would
originate the cdll in the US and the K orean phone monopoly would terminate it on a cooperative
basis). The two monopolists would agree on a transfer price for the cal (the accounting rate)
and would “settle’ yp periodicaly based on a ample formula If the accounting rate was fifty
cents per minute, and one country originated 500 minutes more of caling per quarter than the
other country, then the country owed $250 per quarter in settlement payments. These
“settlement payments’ typicaly transferred funds from richer to poorer countries because the
former caled more frequently than the latter. As a monopolist that could directly put expenses
on its guaranteed rate base under utility regulation AT&T did not much care if it over-paid for
terminating its cals oversees.
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All of this changed when the U.S. switched to competition. AT&T no longer had a
monopoly that was guaranteed reimbursement of its settlement payment coss. As the U.S.
market for long distance services became competitive dl consumer prices, including internationa
long distance (ILD), began steady declines and demand proved to be dagtic. Consumer
demand for ILD grew much more quickly in the U.S. than in the rest of the world. As a result,
US outgoing traffic grew much fagter than its incoming ILD traffic. This had mgor implications
because U.S. carriers began to owe the rest of the world soaring settlement payments. This
profited other countries at the expense of U.S. carriers. At the same time, foreign monopolists
tried to play competitive U.S. carriers off againgt each other by demanding higher settlement
rates from individua carriers in return for agreements to serve their markets. As a counter, the
FCC intervened to create a de facto cartd of U.S. carriers for bargaining on settlement rates
and traffic shares under FCC sanction.>

Unsurprisingly, given the economic incentives, experiments with the re-routing of
internationad phone and data traffic in defiance of internationd rules grew. “Cal back”
exemplified the changes. In cdl back, a cdler in India dided a number in the U.S. and the
receiving number in the U.S. noted the incoming number, did not “answer” the cdl, and then
caled back the number in India. U.S. rates were much lower, so the Indian consumer saved
money on the cdl. But this dso had two other effects. Fird, it denied the profits to the Indian
monopolist that would have come from charging for an expendve originating cal on its network.
Second, it changed the balance of traffic flows between the U.S. and India—cdlls that should
have been from India to the U.S. now showed up as being from the U.S. to India Because
accounting rates used to cdculate settlement payments were way above cod, the settlement
payments were largely pure rents at the expense of U.S. consumers and carriers. As experience
and technology evolved, even more elaborate schemes grew to re-route internationd traffic.

The FCC rules to create a united bargaining front by U.S. carriers dowed ballooning
stlement payments but they Hill grew regpidly. The average settlement rate paid by U.S.
carriersin 1996 was 39 cents per minute; outside the OECD area and Mexico the average cost
for U.S. carriers was well over 60 cents per minute in 1996.>* In contrast, the FCC believed
that the efficient cogst of termination (the function paid for by a settlement rate) was no higher
than five to ten cents. By 1997 the level of U.S. settlement payments was approaching $700
million per year in the $10 hillion U.S. market for internationa phone cals. Besides driving up
rates for U.S. consumers, the FCC caculated that roughly 70% of the total net settlement
payments represented a subsidy paid by U.S. consumers to foreign carriers™

%3 First, it imposed uniform settlement rates for all US carriers. Second, it declared “proportionate return,” a
rule saying that a carrier was entitled to the same percentage of incoming traffic from India, for example, asit
sent from the USto India

>* These figures were calculated by the staff of the International Bureau of the FCC based on

settlement rate data published by the Commission. Lande and Blake 1997.

*® At the same time, the FCC bargaining rules effectively reduced competition among
US carierson ILD. After twelve years of competition in internationa services margins remained
huge. Prices for consumers were even higher than those demanded by settlement rate effects.
There were very large mark ups by carriers even in the most competitive national market, the
United States. In August 1997 for example, the FCC estimated that the average price of an
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Given these economics the U.S. carrier became greatly darmed that a WTO agreement
could make the dtuation far worse. Routing devices, such as “one way bypass’ could take
advantage of asymmetric WTO commitments on market access for internationa services (eg.,
the US could open its market for competition on international phone services under the WTO
ded while India did not, but Indian carriers could have free access to the U.S. market) to
trandfer large rents to foreign carriers®  Ballooning settlement payments due to such routing
tricks would aso creste a perverse incentive system for developing countries to retain
monopolies on internationd services.

The U.S. ingsted that any global trade agreement had to provide some way for the U.S.
to address these risks during a market trangition. But, due to the structure of government power
inthe US, dl the standard regulatory solutions required imposing ex ante conditions on the
granting of U.S. licensesto foreign carriers®” Ex post pendties for actions such as “one way
bypass’ were too dow and uncertain under the U.S. system to reassure U.S. carriers, and ex
ante conditions on entry were too muddled to be credible to other countries at the WTO.

The WTO'sinditutiond rules became vitd for solving these three problems. The first
two were matters of bargaining over market access among WTO members. That is, it was up
to the negotiating countries to decide if the number of countries making offersto liberdize their
markets under WTO rules (market access commitments) and the ways in which they liberaized

internationa phone cal from the United States was 88 cents per minute, compared to 13 cents
for domegtic long distance. These price differences existed despite negligible differences in the
cods of transmisson between the two types of cals. Even dfter the effects of settlement
payments on cogts for U.S. carriers were caculated, margins for U.S. carriers remained very
high even though the U.S. rates for internationa service were generdly by far the lowest in the
world.

% Under “one way bypass’ the U.S. would have a WTO commitment to permit market access for the
provision of international servicesin and out of the U.S. by avariety of methods, including the use of the
resale of international transport services (or “international simpleresale” in regulatory parlance). Thus, the
Indian international carrier, asacompany of aWTO country, could |ease atransmission circuit from U.S.
companiesto deliver India s phone traffic to the U.S. Thistransport circuit would be exempt from the
settlement rate system so that all of the Indian phone callsto the U.S. would result in no settlement
paymentsto U.S. carriers. But, if Indiahad not opened itsinternational services marketsthrough WTO
commitments (which it did not), U.S. carriers would still haveto deliver all American callsto Indiaat inflated
settlement rates. Thiswould drive up the net settlement payment of the U.S. to India. Under WTO most
favored nation rulesthe U.S. could not deny a market access benefit offered to the EU to an Indian carrier
even if the Indian market was not open to competition in international services.

> Whenever the U.S. raised problems in regard to competition in international telephone services at the
WTO talks, the EU responded that such measures might adversely affect the rights of European carriers
entering the U.S. market. Rather than support ex ante safeguards built into any of the U.S." WTO
agreements, the EU argued that actions by competition authorities could only bejustified as a proportionate
response to a clearly demonstrated problem. In short, the U.S. could act against the problem only after it
had surfaced in the market. Whatever the merits of the EU’ s view asaWTO argument, its position ignored
the realities of the regulatory processin a country with divided powers (McCubbins, Noll, and Weingast
1987, McCubbins, Noll, and Weingast 1989). Regulatorsin EU member states can improvise solutions
speedily once del egated the power to do so. Thisisacharacteristic of parliamentary systems (Cowhey
and McCubbins 1995). Inthe U.S., on the other hand, Congress has created limits on regulatory agencies
use of power, meaning that the FCC must go through alengthy rulemaking and enforcement procedure.
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them was adequate. In fact, both the U.S. and EU had to convince the other that it could
deliver foreign investment rights reliably, but they ultimately did so during detailed market access
negotiations. Even the desire to have anew competition policy at the WTO could be solved
through the market access negotiation. Instead of writing anew WTO competition code, the
negotiating parties mutudly agreed on the wording on an “additional market access
commitment” that was a unilateral national agreement to abide by a*reference paper on
regulatory principles” Once listed as a nationad market access commitment, it was binding on
the country. It required no generd WTO agreement to the code by developing countries
because it was purdly avoluntary choice by the individua country.

Asmuch asthe WTO rulesworked in favor of solving the first two problems, they
worked againgt resolving the third. The key obstacle was the non-discrimination principle
embedded in two key WTO rules—most favored nation and nationd treatment. (MFN meant
that amarket access made to one WTO country was automatically extended to al countries.
Nationd trestment meant that a country could not treat aforeign firm operating in its market
differently from how it trested adomestic firm.) If the United States opened itsinternationa
service markets a the WTO even monopoly foreign carriers could provide services into and out
of the US. That teed up the one way bypass problem fully.

In the WTO negotiation the U.S. tried to find away to reconcile non-discrimination with
itsworries on internationd services. 1n essence, it offered to takeits existing rules on provison
of internationd servicesin the U.S. by foreign carriers and make that into the basis of itsWTO
commitment on internationa services. By thislogic, other fully liberalized countries (in terms of
WTO market access commitments) could get alicense to provide U.S. internationa services
because they would meet the U.S. compstition test. If the USfailed to grant the license, then it
could be brought to WTO dispute resolution. Countries in the WTO without liberaized
serviceswould be denied aU.S. license. The other OECD countries rgjected this offer on the
bassthat it offered too much of an opportunity for political mischief in the US that could delay
licensesinordinatdly. So, the U.S. had adilemma—it could not agree to aded covering
international services under the WTO non-discrimination rules without creeting a politicaly
untenable Stuation because its ingditutions were too weak for rapid enforcement measures.

The solution was sdestepping the WTO atogether by aunilateral regulatory measure by
the U.S. designed to drive down the level of accounting rates dramaticaly. If accounting rates
were low then the damage that could be done by a variety of measures to manipulate traffic
flows (e.g., one-way bypass) would be minimd. Just as crucidly, lowering these accounting
rates would chop payments from U.S. to foreign carriers and this would have two benefits.
Fird, it would offer a 9de payment to U.S. internationd carriers (lowering prospective
Settlement payments) exposed to more competition as aresult of WTO liberdization. Second,
it would reduce the profitability of the traditiond system of jointly provided services and thus
provide along-term incentive for developing countriesto liberdize.

The FCC could accomplish this through an adminigrative measure that did not limit
entry to the U.S. market and had no practica consequence for industrid countries. The
measure was effectively a price cap (with a scheduled phasein) on what U.S. carriers could pay
foreign countries on accounting rates. The price caps set maximum rates based on a detailed
economic model and used the same mode for dl countries, so it was a non-discriminatory
regulatory measurein WTO terms. And stepped up competition on routes among the EU,
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Japan, and the U.S. would dready have driven rates on those routes far below the price caps.
So, the price caps had no costs for those countries and seemed like a credible adminigtrative
ingrument in the US context.>

The resolution of the trangtiond problems for managing internationd traffic flowsin and
out of the U.S. permitted a successful conclusion of the WTO agreement. With vigorous
lobbying by the EU the key industridizing countries agreed to make subgtantia offers on market
access and anumber of other developing countries made selective commitments. Thus, the
coverage of the agreement, both on current and prospective markets, was strong. In February
1997 the WTO members gpproved the Agreement on Basic Telecommunications Services.
This st ablueprint for liberdization (induding foreign investment and EMERS) that was
multilateral and anchored in the WTO system.*

4.0 Comparing the Two Markets

While comprehensve mulltilaterd liberdization has proven possblein
telecommunications in the 1990s, only ad hoc and hilateral arrangements were possiblein
aviaion services. We argue that these different ingtitutiona arrangements sem from important
differencesin the palitical economy of the two markets, differencesinvolving how market
economics shaped political agendas and differences in the indtitutiona capecity of states and
globa organizations.

4.1 The Palitica Implications of Differencesin Market Economics

Scholars have long recognized that industria structure shapes preferences on regulaion
and trade palicy, and the ability of interests to exercise their preferences through collective
action. As networked indudtries, telecommunications and aviation shared the common
chdlenge of commitment and information problems that influenced al dynamics about globd
restructuring. They aso had smilar characteristics when using some of the conventiond politica
economy models for predicting patterns of trade policy (e.g., Samue sonStopler methods as
exemplified by Hiscox). So, we turn to finer tuned distinctions about market characterigtics that
mattered for government choices.

One difference was financid. There waslessfinancia pressure to end state ownership
and protection in aviation than in telecoms. In addition, telecoms was seen as more
technologically dynamic and therefore less auspicious for successful use of state-owned
enterprise models because of the need for massive new investment. These factors meant that
government negotiators wanted more guarantees about the conduct of state owned enterprises
in aviaion than they did in tdlecoms.

A second ditinction was the potentia for a*big bang” gpproach in telecom versus
aviation. In aviation, the inability for any individua bilaterd dedl in aviation to drive fundamenta,
globa marketplace change meant the political will and potentid gains from re-structuring could
not be "grouped together" to create political will or economic efficiency gainslarge enough to

% For an explanation of why the U.S. believed that it could enforce its unilateral caps on a negotiated
accounting rate see Cowhey, 1998.
%9 See Sherman, 1999, for a detailed discussion of the specific outcomes of the Agreement.

29



drive change. It dso limited potentid political dedl making. Any given bilaterd ded thus had to
gtand on its own poalitical and economic merits — dots that went to United and other carriers
Hesthrow from any gpprovad of the AA-BA ded were direct lossesto AA and BA that could
not be compensated by dots a other arports. These palitical and economic redlities reflected
both market and commitment differences from telecom (where as we have seen abig bang
approach proved successful). In aviation cheating or re-routing was modest and involved mainly
adjacent markets or arports. Businesstravelers did not like indirect routes on long flights and
governments could monitor traffic effectively. Therefore, market participants (e.g., airline
cariers) did not discount the value of maintaining the status quo as they did in telecom. These
forces meant any given bilateral deal was largely independent of the next—so internationa
pressure or support for abig bang approach was limited.

In telecoms cheating on traditiond internationd traffic routing was growing rapidly
(especidly when serving the key corporate customers) and could be truly globd (it was
possible to re-route traffic very sgnificantly without undue customer harm). This made the vaue
of the status quo to incumbents more problematic. This adso meant that the staple of piecemed
change in aviation, alimited bilatera liberaization agreement, posed risks because each bilaterd
route with more competition increased the avenues for moving traffic surreptioudy.  So agloba
approach (at least covering al of the mgjor market centers) was desirable in telecom wheress it
was of limited benefit in aviation.®

At the same time, within telecoms there was noted variability among market centersin
demands for broad globd liberaization. Having the most liberdized globa market a the time,
and the most diversified set of mgor internationa routes, U.S. carriers were more sengitive to
traffic hubbing than their European counterparts. Another variation was the starting point for
more open globa markets under the WTO. Europe would have mgor incumbents that were
both loca and long distance suppliers. The U.S. had bifurcated the two markets. Thelong
distance and data network markets were far more subject to competitive entry so that U.S. long
distance carriers had far greater proportionate risks than other mgor incumbents in the industria
world.

Findly, market characteristics influenced the political sdlience of reform for the two
markets. Politica salience was smilar in the sensethat dl market reformers tried to emphasize
how liberdization would drive down the costs of internationd services for the average
household. But it varied in two respects. Large corporate users, the most easily organized
congtituency for lobbying during the stage of palitical gpprova of atrade pact, cared more
about telecom networking issues as a source of competitive advantage. And telecoms (and the
related information technology industry) became more easily identified with high profile politica
platforms to modernize economies because of its identification with the “internet economy” and
the welfare of the computing and software industries. Avidtion, in contrast, never achieved this
datus, despite extensive effort and lobbying by airlines to demongtrate the importance of
aviation services to tourism and hospitdity industries®

% |t isimportant to note that a very limited set of point-to-point routes accounted for the vast majority of
international aviation traffic).

81 See US-Japan Connect analysis of potential economic impact of improved US-Japan air traffic flows. Data
available from the author.
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4.2 Therole of gate indtitutions and lega authority

The competence of state ingtitutions also mattered for our outcomes. We begin with the
extreme end points of the problem—the globa and the loca—and conclude by looking at the
ingtitutiona competence of the U.S. Government and the E.U. Commission.

Globd indtitutiond arrangements matter because they create areverson point for
bargaining under the status quo. This creates predictability in ordinary affairs but dso directsthe
paths for change. Both of the traditional internationa arrangements for these two markets
favored cartd-style arrangements. While market advocates could reduce or weaken these
redtrictions on competition regime rules meant that efforts at globa change had no placeto go
for easy progress unless reformers could change the venue to the WTO. Thisin itsdf wasa
politica hurdle. Aswe saw in tdecoms, it dso meant inventing a number of new “tricks’ for the
WTO on scheduling market access and competition policy. But the WTO carriesits own
condtitutiona design and these rules nearly sunk the WTO dedl on telecomswhen it cameto
international services.

At the opposite end of the governance spectrum, the ability to control sub-nationa
jurisdictions, and its salience to credible post-entry market accessrights, was acrucid
digtinction between the markets. It was asgnificant problemin aviation. The biggest black hole
was the inability of dmost al governments to commiit to the expansion of arport landing dots
(particularly at prime businesstravel times) that would be required to enable the greetly enlarged
numbers of foreign flights that would be created by grester market access. In practice this
meant that a fixed supply of infrastructure had to be re-didtributed from incumbents to new
market entrants, hardly a politicaly desirable or credible long-term solution to the problem. This
was exacerbated by the fact that mgjor airports were often dominated by the former state-
owned carriers, which promised to make market access difficult.®* And the very visible and
ultimately unsuccessful effortsto re-dlocate dots a Heethrow or build an additional runway a
Narita demongtrated not only the value of incumbency and the difficult in re-dlocating a fixed set
of assets but aso the red commitment chalenges faced by al governments. In addition, any
effort to alocate landing dotsin away that would facilitate market access—auctions, for
example—ran afoul of incumbent arlines that clamed (correctly) that any new mechanism for
dlocating dots would severdly disrupt their operations and have severdly negative economic
consequences. Thiswas particularly sticky for the globa marketplace as alimited set of former
national champions dominated city-center airports accounted for alarge percentage of tota
internationd traffic flows. Any market liberdization thus required successful negatiations to
parcd out smdl numbers of existing dots avay from powerful incumbents to new, generdly
foreign owned and operated competitors. Even in centrdized parliamentary systems, airport

82 Accessto U.S. airports was governed by somewhat more transparent and clear regulatory rules which
promised to be easier for foreign airlines to negotiate than U.S. airline efforts abroad. Accessto U.S.
airports and landing slots are governed by local authorities (traditionally the city government or municipal
government that covers the jurisdiction with which the airport resides). However, one or two large U.S.
carriers usually dominated each major international airport and were mgjor co-investors with the airport. So,
foreign entrants still had much to worry about.
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congtruction was a political powder keg where local communities had earned quas-veto
rights®

In contrast, telecommunications posed hard but seemingly tractable problems for the
credible delivery of market entry, especially interconnection rights. Anyone who has followed
battles over access of new entrants to the switching cages of local telephone exchanges or rapid
access to customer support systems of incumbents knows that entry is never smooth. But there
was acrucia difference with aviaion. Intelecomsthe U.S. and E.U. authorities believed that
they could ddiver these rights to their own competitive entrants, and so they smply were
assuring the same to foreign firms. And some dominant facets of wired network entry in the
1990s, such as creating competitive backbone fiber networks, had ample successful precedents
in severd countries. Moreover, mobile wireless networking had grown up in monopoly
environments as the only form of public network competition. So, there aready seemed to be
“proof of principle’ of entry prospects based on past experience.®*

It was & the centrd leve of inditutional competence that there was Significant variation
between the market centers that had mgor implications for globa change. For example, the
negotiating power of the E.U. was much less clear-cut in aviation than telecom, with individua
E.U. stlates maintaining control over the mgority of marketplace rules even asthe E.U. struggled
to assert authority by defining the issues as being ones of trade (where E.U. indtitutiona
competence was well established). A common problem for the two industries was the need for
governments to obtain authority to liberdize foreign investment decisons. Both marketsfaled in
regard to aviation liberdization and foreign investment. (For example, in the U.S. any agreement
enabling foregn-owned carriers to carry passengersin the U.S. (from New York to Los
Angeles, for example), would have required Congressiond action to change U.S. statues
forbidding exactly this®) Whileit ultimately limited the ability of foreign firmsto buy many of its
established former monopolists the E.U. had to liberdize dl other foreign investiment in order to
unify itsown market. Thus, it was highly credible on investment issues because such interna
market liberdizations are very hard to reverse. In contrast, the U.S. had to rely on avery
innovative interpretation of its existing law by the FCC, a cause of concern to dl trading
partners, because the decision could be reversed by the Commission in the future (athough the
U.S. obligations a the WTO would not disappear).

A third dimengon of competence was the ability to manage sde-payments among
domestic market playersin away that would not impinge on internationa obligations. Aswe
saw, thiswas crucid to WTO telecom negotiationsin the U.S.

Conclusion

% Theissue was not legal competence of the central government. It was politics. The Commerce Clause of
the U.S. Constitution gave the U.S. government authority to intervene at the local level in regard to airport
conduct if it impeded interstate commerce. The EU’sauthority was far more limited unlessit could redefine
aviation services asatradeissue. Thiswould not resolve the political issues.

% The satellite services industry did undergo a bout of skepticism in 1996 but later concluded that nothing
about aWTO agreement made it worse off. Its problems focused not on interconnection but on spectrum
alocation, equipment reliability certification, and initial licensing issues.

% Theright to fly internal passengersis known as cabotage in the industry.
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Two networked industries went through significant trangition in the 1980s and 1990s.
Major industrial economies touted the prospects of making the services or knowledge
economies much more efficient by dlowing globd integration and competition in the industries.
But they went in very different directions.

One emerged with piecemed liberdization internationdly based on bilaterd reciprocity
bargains. Private governance arrangementsin the form of internationa aviation aliances
emerged as partid substitutes for greeter freedom of entry and pricing.

The telecommunications industry began with bilaterd liberdization. But it ended up with
araher comprehensve set of market access agreement involving mgor innovations concerning
foreign direct investment and competition codes. There is congiderable economic noisein any
effort at evauating the effects of the trade pact because of the market bubblein
communications. Nonethdess, the market for traditiond internationd services is markedly more
competitive and efficiency. (Ennis, 2002)

Internationa rearrangements of property rights have both efficiency and equity
implications. And it isimportant to note that the telecom agreements did so dso. The most
notable was the collatera effect of the price caps imposed by the FCC on accounting rates.
They dso trandferred rents away from carriers in developing countries to US consumers (and
carriers) much more rapidly than aWTO ded done might have done otherwise. Inditutions
and paliticsin the United States had sharply shortened the transformation of the internationa
market and redistributed rent away from foreign carriersin developing countries. While the
efficiency gainsfor these countries from opening their markets and correcting inefficient pricing
were, in our opinion, more than offsetting over time, the WTO Tdecoms accord shows how
changes in property rights have both efficiency and distributional consequences.
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